122.1 


© Daniel J.B. Mitchell (See cover page for details.) 


A Modern Fixed Exchange Rate System 

The price-specie-flow model roughly described a 19th century type gold standard. 
Such a gold standard is an example of a fixed exchange rate system. But it is possible 
to have other forms of fixed exchange rates. As footnote 1 on page 120.2 indicates, 
there need not be any "specie" (precious metal) involved at all. 

In the early 1970s, the world abandoned a fixed exchange rate system involving 
most of the major currencies for a system of more flexible exchange rates. However, 
individual countries decided to link their currency values to the dollar (or some 
other currency) . Various European countries formed their own monetary system, the 
European Monetary System (EMS) . The EMS evolved into the European Monetary Union 
(EMU) with the euro as a common currency within a subset of the EU nations. Under 
the EMS, with a currency basket known as the "ECU," the member countries originally 
pegged their currencies to each other within a range and floated relative to the U.S. 
dollar and other outside currencies. 1 Once the euro-zone was formed, some outside 
countries, e.g., Denmark, chose to peg to the euro. 

A modern fixed exchange rate system involves an undertaking by "someone" to 
maintain the exchange rate between two or more currencies . To maintain the exchange 
rate, that someone must stand ready to buy or sell the currencies at the official 
par value in unlimited amounts. Typically, the "someone" will he the central bank 
of the countries involved. However, in the case of countries which link to the dollar, 
the U.S. does not usually agree to support the arrangement, although it does not seek 
to prevent other countries from linking to the dollar. Given the passivity of the 
U.S. , the central bank of the foreign country must undertake to maintain the exchange 
rate . 


1 The name ECU was later abandoned in favor of the Euro when a true monetary union 
was developed. Apparently, ECU sounded "too French," and there was a desire to come 
up with a more neutral name. 
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The rules of the game in modern fixed exchange rate systems generally follow 
those discussed in footnote 1, page 120.2. In essence, if a country is a net loser 
of reserves (i.e., if its currency is in excess supply at the fixed exchange rate), 
it must buy up the excess in the short run and follow a restrictive monetary policy 
in jf|ie long ruti .•> Jf a country is a net gainer of reserves (i.e., if its currency is 
t& excess demand at the fixed exchange rate) , it must sell enough of its currency 
to mop up the excess in the short run and follow an expansionary monetary policy in 
the long run. 

Some countries have set up "currency boards," essentially cerebral banks whicj|.- 
follow the rules of the game mechanically and do not otherwise have an independent 
monetary policy. Such boards back their local currency with a foreign currency, using 
substantial reserves they have accumulated to buy and sell the local currency £or 
the foreign currency at a fixed rate. 

Although there was a flurry of interest: in the U.S. in the early 1980s about 
reviving the gold standard, there seems no prospect of such an event occurring at 
present. (The idea was pushed by several Republican notables in the 1980s and 1990s 
such as Steve Forbes and Jack Kemp, the 1996 vice presidential candidate. the 
early 1980s, a "Gold Commission" was named by the Reagan administration to study the 
idea.) However, as noted above, limited fixed exchange rate arrangements for certain 
currencies are likely to continue along the lines discussed in this section. 



